Purchasing Power Parity (PPP)
Since Meese and Rogoff (1983) , the role of economic fundamentals in explaining exchange rate behaviour has been scrutinized.
The behaviour of the real exchange rate should be closely related to the behaviour of deviations from purchasing power parity (PPP).
The PPP condition has its roots in the goods market. Nominal exchange rates adjust to offset changes in relative prices.
Testing for PPP
The expression for PPP states that domestic prices would equal foreign prices multiplied by the exchange rate (or in log-form) : (1) However, since trade is costly, PPP will not hold continuously. It is therefore informative to define the real exchange rate as (2) If PPP shall hold, this will imply that the real exchange rate is stationary and fluctuates around a fixed value in the short run. Akram (2000, 2002) on the other hand, using multivariate cointegrating framework, finds evidence of PPP for Norway.
But even though PPP should hold in the long run, the real exchange rate can deviate from PPP (its mean) for prolonged periods (decades), (see figure) . 1913 1923 1933 1943 1953 1963 1973 1983 1993 Real Gjennomsnitt 
Uncovered Interest Parity (UIP)
Another central parity condition for the exchange rate that plays a crucial role in capital market models is the uncovered interest parity.
A test of UIP, refers to a test of the interest rate differential as an optimal predictor of the rate of depreciation, providing the conditions of rational expectations and risk neutrality are satisfied:
Empirical evidence has generally led to a strong rejection of the UIP condition in the Post Bretton Woods period.
Little evidence supporting this parity condition for Norway (see Holden and Vikøren 1994 , Nessen 1997 , Jore et al. 1998 , and Flood and Rose 2001 for rejections). Links between goods and capital markets imply that one should model the whole system jointly. Better able to capture the interactions between the nominal exchange rate, the price differential and the interest rate differentials.
The balance of payment constraint -Any imbalances in the current account has to be financed through the capital account.
Shocks that force the real exchange rate away from PPP has to be captured through the movements in interest rates, since they reflect expectations of future purchasing power.
Massive movements in capital flows in response to interest rate differentials can keep the exchange rate away from PPP for long. • Assume that is a function of the deviation of v t from its equilibrium value , then (3) can be replaced by: (4) • In the long run, equilibrium exchange rate is given by PPP, hence . Substituting for the equilibrium exchange rate in (4):
• where υ=1/λ (speed of adjustment). 
Sum up fundamentals
The nominal exchange rate is a function of both the price level differential and the interest rate differential.
The non-stationarity of the real exchange rate (v t -p t +p t *) can be removed by the non-stationarity of the interest rate differential (i t -i t *).
All the real shocks that force the real exchange rate away from PPP, may not be captured through the interest rate differential.
For an oil producing country like Norway, the oil price may also have important effects on the real exchange rate that may lead to deviations from PPP not captured in the interest rates in the long run. 
• The null hypothesis of r cointegrating vectors is formulated as:
• where α and β are 6×r matrices of rank r, (r<6), comprises r cointegration I(0) relations, and α contains the loading parameters. 
Empirical results
Model specification;
• Quarterly (or monthly data), 1983Q1-2002Q2 (exclude turbulence in international interest rate markets in early 1980s).
• Unit roots. Can not reject the hypothesis of I(1) in favour of the (trend) stationary alternative. Reject the hypothesis I(2) for all variables.
• Well specified VAR (4 lags). Tests indicate one cointegration vector at the 1 pct. significance level.
Test results, Norway's trading partners* *) All results reported below refer to a model using quarterly data, unless otherwise specified.
Test on the cointegrating vectors
• We can reject the hypothesis of pure PPP (hypothesis I)
• We can reject the hypothesis of the interest rate differential (based on pure UIP) (hypothesis II).
• Neither PPP nor UIP can be rejected when the rest of the cointegrating vector is unrestricted, implying that PPP and UIP should be combined.
• The null restrictions on the oil price (hypotheses III) cannot be rejected.
• A joint test of these restrictions on the cointegration vector is accepted (hypothesis IV).
Long run properties
Although PPP is not by itself stationary, becomes stationary when combined with the interest rate differential. Hence, the long-run interactions between the goods and capital markets cannot be ignored.
A high Norwegian interest rate (relatively to trading partners), equilibrium real exchange rate low (appreciated).
We can reject the hypothesis of weak exogeneity for the nominal exchange rate and domestic and foreign prices. Allow for impulse dummies, which are chosen by the model based on an outlier detection procedure (rather than imposed by us a priori).
Given that the reduction does not yield any invalid simplification, the final choice will not loose any significant information about the relationship for the data sample that is available. 
